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IRS INCREASES SCRUTINY OF
CHARITABLE CONTRIBUTIONS OF
INTELLECTUAL PROPERTY
By M ark L. Zyla, CPA/ABV, CFA, ASA
Many companies have become proac
tive in managing the assets on their
balance sheets in order to maximize
value. These enlightened companies
are paying closer attention to the
value created particularly by their
patents, trademarks, copyrights, and
other intellectual property, and are
actively managing the value creation
and retention of these assets. One
strategy to create value is to “mone
tize” intellectual property through
the careful exploitation of the com
pany’s intellectual property. A com
m on way to m onetize intellectual
property is to use it in existing or new
products or even to license the tech
nology to third parties.
Some viable intellectual property,
however, may not be a candidate for
this strategy. Another alternative for
this intellectual property is to donate
it in a charitable contribution to orga
nizations such as universities, teach
ing hospitals, or research institutions,
which can readily exploit it. If struc
tured properly, the fair market value
of the contributed intellectual prop
erty can provide an incom e tax
deduction for the donating corpora
tion, which obviously creates value for
the corporation.
The practice of donating intellec
tual property in a charitable contribu
tion is, however, under increased
scrutiny. President Bush’s 2005 bud
get as currently proposed, would limit
the tax deduction for charitable con

tributions of intellectual property.
The Internal Revenue Service is look
ing closely at corporations taking
deductions in these types of transac
tions. For valuation analysts, however,
this increased scrutiny creates oppor
tunities to provide well documented
and supported valuations of intellec
tual property to be donated in a char
itable contribution.
To provide guidance on the
deductibility of the fair market value
of intellectual property donated in a
charitable contribution, the Internal
Revenue Service recently issued two
pronouncem ents, Revenue Ruling
2003-28 and Notice 2004-7. The IRS
has put taxpayers on notice that they
are paying closer attention to the fair
market value of donated intellectual
property claimed by them. The pro
nouncements emphasize that a well
supported valuation is critical in
these types of transactions.
It is therefore incum bent upon
the valuation analyst performing such
valuations to understand the IRS pro
nouncements as well as the generally
accepted valuation methods used in
performing these valuations in con
junction with the donation of intel
lectual property in a charitable con
tribution.

MONETIZING INTELLECTUAL PROPERTY
As we mentioned earlier, one strategy
in managing the intellectual property
portfolio of a large company is to
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“monetize” certain intellectual prop
erty by donating the intellectual
property to charitable organizations
and deducting the fair market value
of the intellectual property as a char
itable contribution on the corporate
tax return. The rationale for the
donation may be unrelated to the
intellectual property’s viability. The
intellectual property may be viable,
but it may no longer fit within the
company’s overall strategy or is a
redundant technology. The technol
ogy may also be able to be applied in
other industries in which the donor
corporation doesn’t operate.
The strategy behind the charita
ble contribution is to gain a tax ben
efit for the donation of the property
by providing the technology to an
organization that may possibly bene
fit from the exploitation of the tech
nology. Normally the organizations
that receive the donated intellectual
property are 501(c) 3 exempt orga
nizations such as colleges or universi
ties and related research organiza
tions. The d o n o r organization
receives the benefit from the tax
deduction of the charitable contribu
tion and the 501(c) 3 organization
receives the potential benefits from
exporting the technology. Society
benefits from the successful exploita
tion of new technology that other
wise may remain dormant.
The two recent pronouncements,
Revenue Ruling 2003-28 and Notice
2004-7, clarify the IRS’s position on
allowing the deduction of the chari
table contribution of intellectual
property. Both pronouncem ents
focus on the practice of donating

intellectual property to a qualified
charity in exchange for a tax deduc
tion under Section 170(a) of the
Internal Revenue Code. Revenue
Ruling 2003-28 identifies specific situ
ations that may cause a disallowance
of a deduction. Notice 2004-7 was
issued to put taxpayers on notice that
the Service is looking closely at the
improper deduction for charitable
contribution of patents and other
intellectual property.
Both IRS p ro n o u n ce m en ts
emphasize the im portance of an
in d e p e n d e n t valuation of the
donated intellectual property. These
pronouncements also indicate that
charitable contributions of intellec
tual p ro p erty have drawn the
scrutiny of the IRS. One key to a suc
cessful implementation of donating
intellectual property to a charitable
organization is to have a well docu
mented valuation of the fair market
value of the donated property.

REVENUE RULING 2003-28
Revenue Ruling 2003-28 presents
three situations as examples of what
the IRS may allow in donating intel
lectual property. In Situation 1, X
contributes to a university a license
to use a patent but retains the right
to license the patent to others. In Sit
uation 2, Y contributes to a university
a patent that is subject to the condi
tion that a certain faculty member,
A, continues to be a member of the
faculty at the university during the
life of the patent. In Situation 3, Z
contributes to a university all of Z’s
interest in a patent. However, Z stip
ulates that the university may not sell

or license the patent for three years
after the d o n atio n even though
u n d er no circum stances can the
patent revert back to Z.
Revenue Ruling 2003-28 holds
that under Situation 1, in which X
contributes a license to use a patent
but retains substantial rights (that is,
the right to license to others) is akin
to transfer of a partial interest and is
not deductible under the revenue
ruling.
Similarly the revenue ruling holds
that, in Situation 2, Y 's contribution
of a patent to a university, which is
contingent upon faculty member A’s
remaining at the university, is not
deductible because, as Revenue Rul
ing 2003-28 says, the possibility that
A will cease to be a member of the
faculty before the expiration of the
patent is “not so rem ote as to be
negotiable.” The ruling’s key phrase,
“not so remote as to be negotiable,”
means that it is possible that A would
leave the university and, under the
terms of the agreement, the patent
would revert back to the donor. Con
sequently, the donor retains an inter
est in the patent so the donation is
not deductible.
U nder Situation 3, in which Z
transfers to the university all of Z’s
interest in the patent with the restric
tion that the university cannot trans
fer or license the patent for a period
of three years after the transfer; the
donation of the patent is deductible.
However, the limitation of transferability would have to be considered
in estimating the fair market value of
donated patents, possibly reducing
its value. The amount of the deduc-
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tion for the charitable contribution
may be less than it would be other
wise because of the transferability
restriction.

NOTICE 2004-7
In January, the IRS issued Notice
2004-7 regarding improper deduc
tions for charitable contributions of
patents and other intellectual prop
erty. The IRS notice advises not only
taxpayers but also “promoters and
appraisers” that the Service intends
to review the promotion of transac
tions involving improper deductions.
The issues that the IRS m entions
specifically in the notice are:
• The taxpayer transfers a nonde
ductible partial interest in intel
lectual property.
• The taxpayer expects and receives
a benefit in exchange for the
transfer.
• There is inadequate substantia
tion of the contributions.
• The intellectual property is over
valued.
IRS commission Mark Everson
says in Notice 2004-7 that “we’re see
ing an increasing number of dona
tions that don’t pass the smell test.
Donations that are overly inflated or
made with strings attached are going
to receive increased scrutiny.”
This increased scrutiny makes it
critical for the taxpayer to retain a
qualified valuation analyst to prepare
a valuation contemporaneous with
the donation.

VALUATION APPROACHES
The standard of value in the charita
ble contribution of intellectual prop
erty is, of course, fair market value.
Fair m arket value is com m only
defined as, the price at which the prop
erty would sell for on an open market. It
is the price that would be agreed on
between a willing buyer and a willing
seller, neither being required to act, and
both having reasonable knowledge of the
relevantfacts.
The th ree com m on valuation
approaches—the cost approach, the
market approach, and the income
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approach—still are appropriate for
the valuation of intellectual prop
erty, particularly if the property is
being valued for a donation.
The cost approach recognizes
value by aggregating all of the costs
required to re-create intellectual
p ro p erty of equal utility. This
method is common in valuing intel
lectual property in a charitable con
tribution because the records of the
actual costs to develop the intellec
tual property are often readily avail
able from the donating company.
However, the value indicated by the
cost approach may not always con
sider value from the profits from
actually commercializing the prop
erty or any growth potential in prod
ucts using the intellectual property.
The valuation analyst has to be care
ful when using this approach for it is
often the most conservative indica
tion of value.
The market approach is often a
useful indication of value when mar
ket data is readily available. However,
market data relating to comparable
intellectual property can be quite dif
ficult to find. One method is to look
at market derived “royalty rates” of
similar intellectual property that is
licensed between third parties and
use this data to estimate the fair mar
ket value of the property as if it were
actually licensed in the market place.
The most common approach to
valuating intellectual property is the
incom e approach. The incom e
approach to valuing intellectual
property estimates value by qualifying
the present worth of the future bene
fits of ownership of the property. In
other words, value is estimated by dis
counting the cash flows derived
directly from the intellectual prop
erty to the present at a rate of return
adjusted for the risk associated with
actually receiving the cash flows. The
difficulty in using this approach is in
the segregation of cash flows that are
specific to the intellectual property.
However, the courts seem to prefer
this approach [See Estate of Gribauskis
116TC 142 (2001)].
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THE BOTTOM LINE
Although charitable contributions of
intellectual property are u n d e r
increased scrutiny by the IRS, the
donation of the property is still clearly
allowed under the Internal Revenue
Code. IRS Revenue Ruling 2003-28
describes situations in which the
donation of intellectual property
would be allowed, and IRS Notice
2004-7 gives notice to taxpayers and
“promoters and appraisers” that the
Service will look closely at the support
for the deduction of the charitable
contribution of intellectual property.
One thing is clear from these pro
nouncements: A well supported valu
ation by a valuation specialist experi
enced in the valuation of intellectual
property is the most persuasive evi
dence of the fair market value of the
donated intellectual property. X
Mark L. Zyla, CPA/ABV, CFA, ASA is Man
aging Director of Acuitas, Inc., a valuation
and decision consulting firm located in
Atlanta, Georgia. Mr. Zyla is co-author of
Valuation for Financial Reporting: Intangi
ble Assets, Goodwill and Impairment Analy
sis, SFAS 1 4 1 and 1 4 2 published by John
Wiley & Sons, Inc.

AICPA Committee Application
Process Begins
A p p lic a tio n s

w ill be a c c e p te d

through M ay 1.
The AICPA is now accepting applica
tions for th e next com m ittee year
(October 2004-0cto b er 20 05 ). Com
mittee service offers AICPA members
opportunities to contribute to the pro
fession as w ell as n e tw o rk w ith
peers. This year, there are several
new c o m m itte e s and p an els to
choose from.
You can com plete the application
process on

volunteers.aicpa.org/apply/- Appli

cations for the 2 0 0 4 -2 0 0 5 commit
te e year will be accepted through
May 1, 20 0 4 . Appointments will be
made mid-July 20 04 .
Address your questions to David Ray
at 212-596-6030 or to

committee@aicpa.org.
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RESPONSE TO ONE MAN'S OPINION
Comments on the Winter issue’s “A New Look at Expected Cash Flows and Present
Value Discounts ”
By Michael A. Crain CPA/ABV, ASA, CFE, Bonnie J. Goldsmith, CPA, and Michael J. Wagner, CPA, JD
The Winter 2004 issue of CPA Expert
published an article by Hal Rosenthal
titled “A New Look at Expected Cash
Flows and Present Value Discounts.”
In the article, Mr. Rosenthal advo
cates a p rese n t value technique
called the “expected cash flow
approach” that is discussed in FASB’s
Statement of Financial Accounting
Concepts No. 7 (Con 7). Mr. Rosen
thal believes that this m ethod is a
“better and safer” approach to calcu
lating economic damages. We, the
authors of this article, recognize that
the Rosenthal article is one m an’s
opinion. However, several points he
makes in his article call for further
commentary. The key points are:
1.FASB Statem ent of Financial
Accounting Concepts No. 7 (Con
7) does not require application in
the context of economic damages.
2. Case law does not provide for any
required single methodology in
the calculation of economic dam
ages.
3. An expert who uses the “expected
cash flow approach” is more likely
to be challenged successfully in a
Daubert challenge than one who
uses the CAPM, build-up, or
WACC methodologies.

ECONOMIC DAMAGES AND FASB CONCEPT
STATEMENT NO. 7
The economic damages methodol
ogy advocated by Mr. Rosenthal is
based on one of two present value
methods discussed in Statement of
Financial Accounting Concepts No.
7, Using Cash Flow Information and
Present Value in Accounting Measure
ments, published by the Financial
Accounting Standards Board (FASB)
in 2000. Mr. Rosenthal overstates the
facts by saying that damages experts
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are “knowingly or unknowingly,
functioning in the realm addressed
by (Con 7).” He also states that the
“expected cash flow approach” crite
ria specified in Con 7 fit the criteria
in economic damages and, accord
ingly, should be used in economic
damages calculations.
FASB itself states that the Con 7
methodologies are not required out
side of financial reporting. In Con 7,
FASB states “[b] ecause a Statement
of Financial Accounting Concepts
does not establish generally accepted
accounting principles or standards
for the disclosure of financial infor
m ation outside of financial state
ments in published financial reports,
it is not intended to invoke applica
tion of Rule 203 or 204 of the Rules
of Conduct of the Code of Profes
sional Ethics of the American Insti
tute of Certified Public Accountants
(or successor rules or arrangements
of similar scope and intent)” (page
7). For purposes of financial report
ing, the methodologies and their cri
teria within Con 7 are appropriate
but outside of financial reporting,
the applications are not required.
FASB’s role is limited to financial
accounting and reporting. FASB is
the designated organization in the
private sector for establishing stan
dards of financial accounting and
reporting. FASB publishes literature
and standards for financial account
ing and reporting, not for expert tes
timony or on economic principles.
No one should confuse accounting
principles with economic principles.
Financial reporting and finance are
two entirely different concepts.
FASB states th at financial
accounting and reporting standards
are im portant “because investors,

creditors, auditors and others rely on
credible, transparent and compara
ble financial in fo rm a tio n .” See
www.fasb.org/facts/index.shtm l. Therefore,
the key function of FASB’s literature
and standards, including Con 7, is to
promote better financial statements
and other reporting.
In addition, Con 7 states that
either the “traditional approach” or
the “expected cash flow approach”
may be used depending on the cir
cumstances (paragraph 40). Even in
the context of financial reporting,
the facts and circumstances deter
mine the most appropriate method
ology. This is also true in economic
damages calculations.
A ccounting lite ra tu re and
accounting bodies should not—and
do not—dictate to the courts how to
best measure economic damages. It
is a court’s responsibility to apply the
damages methodology—whatever
that methodology may be—that the
court determines to be most appro
priate under the facts and circum
stances and in applying the appro
priate law.
In summary, the methodologies
contained in FASB’s Statement of
Financial Accounting Concepts No.
7 are for computing present values
for financial rep o rtin g purposes
only. Any other use of Con 7, includ
ing reliance for determ ining eco
nomic damages, is a misuse of the
document. To claim that a stated
procedure in Con 7 is required for
computations of economic damages
is misguided.

DOES CASE LAW REQUIRE A SPECIFIC
METHODOLOGY?
The courts have not prescribed a
specific methodology to follow in cal
culating damages. Case law recog
nizes that each case has its own set of
unique facts and circumstances and
requires the expert to consider these
relevant facts and circumstances in
calculating damages. T herefore,
CPAs should determ ine the most
appropriate methodology to use in
the damages calculation under the
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specific facts and circumstances of
the case.

THE DAUBERT CHALLENGE
The Daubert decision and related
decisions place certain requirements
on experts who provide expert testi
mony during trial. Mr. Rosenthal
specifically addresses the following
two requirements in his article:
• Whether the technique or theory
has been subjected to peer review
and publication.
• The degree to which the tech
nique or theory has been gener
ally accepted in the scientific com
munity.
Mr. Rosenthal believes that “Con 7
has been subjected to peer review
and publication and has been gener
ally accepted in the scientific commu
nity.” We, the authors of this article,
strongly disagree with these opinions.

PEER REVIEWED
Con 7 has not been “peer reviewed”
in the context of economic damages
analysis. As previously described,
Con 7 was written in the context of
financial reporting. Although there
have been writings and open discus
sions and debates in AICPA publica
tions and at a recent AICPA confer
ence on the use of the “traditional
approach” and the “expected cash
flow approach” in the context of eco
nomic damages, no authoritative
publications have been issued that
require use of either approach in
such context.
Individuals may have their opin
ions regarding which approach is
the most appropriate. The CPA pro
fession as a whole, however, has not
given any such opinion.

GENERALLY ACCEPTED IN THE SCIENTIFIC
COMMUNITY
We agree that the two approaches
are generally accepted in the scien
tific com m unity if ap plied as
described in Con 7. Mr. Rosenthal’s
application of the “expected cash
flow approach,” however, has not
been accepted in the scientific com
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munity. Mr. Rosenthal fails to recog
nize that by avoiding what he refers
to as “the problematic task of for
mally assessing the otherw ise
required mathematical probability
factors of different outcom es” he
m aterially changes the approach
such that it is no longer considered
“scientific.”
Although the “expected cash flow
a p p ro a c h ” has long been an
accepted methodology in financial
theory (com m only known as
“expected value”), it is very difficult
to apply in the context of economic
dam ages. D espite its ten u re in
finance theory, econom ists and
acco u n tan ts have n o t widely
embraced it in making damages cal
culations, perhaps because of the
lack of scientific evidence regarding
the appropriate probabilities to use.
Academics categorize probabilities
into several types: empirical proba
bility, a priori probability, and subjec
tive probability. Empirical probabil
ity is based on the observation of
data such as a study of historic invest
ment returns and their relative fre
quency. A priori probability is based
on logic rather than observation or
personal judgment. An example of a
priori probability is that the chance
of a fair coin coming up heads is
50%. We can determine this proba
bility without flipping the coin 100
times and observing the results as we
would do in empirical probability.
Academics collectively group empiri
cal and a priori probability into a cat
egory called objective probabilities.
Subjective probability is developed
from personal or subjective ju d g 
m ent. For exam ple, individual
investors regularly make buy and sell
decisions based on subjective judg
ment. In a Daubert challenge, the
proper use of empirical probability
will likely pass scrutiny. However, it
will be virtually impossible to apply in
practice over multiple cash flow sce
narios in typical damages calcula
tions. A priori probability is not a
method that lends itself well to deter
mining the probabilities of several
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cash flow scenarios. The remaining
approach to ascertain the probabili
ties in several cash flow scenarios is
subjective probability, based on an
individual’s personal judgment. The
use of subjective probability based on
the subjective judgment of the CPA
expert or his or her client may be
challengeable in a Daubert hearing.
In addition, to our knowledge, no
case law exists on the use of the
“expected cash flow a p p ro a c h ”
despite its long existence in finance
theory.
It is unclear why Mr. Rosenthal
believes the “expected cash flow
approach” is “the better and safer”
approach to use and why it will more
easily withstand a Daubert challenge
than the “traditional a p p ro ach ,”
especially when he avoids the applica
tion of any scientifically accepted
methodology in his examples. In his
Table 2, Mr. Rosenthal introduces
three “reasonable outcome scenar
ios” with varying assumptions with
respect to sales (three variances) and
costs of sales (three more variances).
Given the variances that Mr. Rosen
thal introduces, the number of out
come scenarios for this particular
year could be as high as nine instead
of the three shown in the chart. It is
difficult, if not impossible, to support
all these possible assumptions and
scenarios with solid evidence. One
must also note that this table shows
numerous possibilities for just one
year. Add more years and it appears
that the possibilities increase geomet
rically. In addition, although Mr.
Rosenthal says that this table is not
intended to be a trial exhibit, it is cer
tain th at it will becom e a trial
exhibit—put in front of the expert
for the purpose of cross examination.
Experts who use the “traditional
approach” typically use the capital
asset pricing model (CAPM) or the
build-up method to determine the
appropriate equity cost of capital.
The CAPM and build-up equity rates
can be in co rp o rate d into the
w eighted average cost of capital
(WACC) methodology that is also

5
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generally accepted in the financial
literature and community.
CAPM was developed in the mid1960s by financial economists and
certainly has m et the standard of
acceptance in the scientific commu
nity. In fact, in 1990, W.F. Sharpe
received a Nobel Prize in Economics
for his work on CAPM. It is a widely
accepted and applied financial
methodology used by professionals in
various fields. The build-up method
is another widely used and accepted
m ethodology in determ ining the
appropriate equity cost of capital. To
suggest that these methodologies are
less supportable in a Daubert chal
lenge than the “expected value”
approach is simply not true.
Mr. Rosenthal addresses two of the
four Daubert criteria in his article, but
he does not address the other two cri
teria, testing and error rate. The
“expected cash flow approach” may
have difficulty meeting these other
criteria because of the lack of empiri
cal data and testability of judgments
that are used to come up with the
probabilities used in this approach. It

is our experience that it is difficult, if
not impossible, to obtain enough
empirical data to support the proba
bility ju d g m en ts used in the
“expected cash flow approach.”

CONCLUSIONS
It is our view that the “expected cash
flow approach” is neither better nor
safer than the CAPM, build-up, or
WACC m ethodologies to develop
discount rates to determine the pre
sent value of a damages claim. Con 7
does not require this approach to be
used in damages calculations. In our
opinion, an expert who uses the
“expected cash flow approach” is
more likely to be disqualified in a
Daubert challenge than one who uses
the CAPM, build-up, or WACC
methodology. The “expected cash
flow approach” as suggested by Mr.
Rosenthal is based largely on judg
ment rather than empirical evidence
or testable hypotheses.
In addition, the only approach to
discount future lost value recognized
in the Federal Judicial Center’s Ref
erence M anual on Scientific Evi

Q&A ON BUSINESS VALUATION AND
FORENSIC & LITIGATION SERVICES
Questions from members; answers from AICPA professional staff
By James Feldman, CPA/ABV, MBA
The AICPA’s Member Innovation Team,
Business Valuation and Forensic & Liti
gation Services division answers ques
tions from AICPA members as one of its
services to members. Because other mem
bers may have the same questions, we
publish some of our responses here.

QUESTION:
What is a geometric mean and a har
monic mean and how are they used?

ANSWER:
Before discussing the geom etric
mean and the harmonic mean, it is
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helpful to discuss the basic measures
of central tendency, nam ely the
mean, median, and mode. A mea
sure of central tendency is used to
determine the “center” of a distribu
tion of data values or the most typi
cal data value.
The arith m etic m ean, or the
“average,” as most lay people refer to
it, is com puted by adding all the
observations and then dividing the
sum by the number of observations.
The m edian is simply the middle
observation of a set of observations
in numerical order if the number of

dence, 2d ed. is CAPM. See page 303
in the Reference Guide on Estimation of
Economic Losses in Damages Awards at
www.fjc.gov/. The build-up method is
widely used in business valuation
practice for small privately held busi
nesses. The WACC methodology is
widely accepted in the finance litera
ture and community. Therefore, in
our opinion, these are preferred
approaches.
Mr. Rosenthal believes that the
opinions expressed in his article are
correct. However, we respectfully dis
agree with his opinions for the rea
sons stated in this article. X
Michael A. Crain, CPA/ABV, ASA, CFE is
the managing director of The Financial Val
uation Group’s Fort Lauderdale, Florida
o ffic e and th e in c o m in g c h a ir of th e
AlCPA’s Business Valuation Committee.
Bonnie J. Goldsmith, CPA is a managing
director in Intecap, In c .’s Silicon Valley
office and has been providing litigation
consulting services for the past 18 years.
Michael J. Wagner. CPA, JD is a managing
director in Intecap, In c .’s Silicon Valley
o ffic e and th e in c o m in g c h a ir of th e
AlCPA's Forensic and Litigation Services
Committee.

observations is odd; or the arith
metic mean of the middle pair if the
number of observations is even. The
mode is the num ber that appears
most frequently within the data set.
[While there may be useful applica
tions of the mode, the most useful
one that I ’ve seen is apple π à la
mode. Sorry, I couldn’t resist.]
Another useful measure of central
tendency is the geometric mean. In
simple terms, the geometric mean is
the calculated value th at would
achieve the same product if all the
different data values had the same
value. The geometric mean is calcu
lated by (a) multiplying the data val
ues and (b) raising the product to
the power of the reciprocal of the
number of data values.

THE GEOMETRIC MEAN'S USEFULNESS
The following example illustrates the
usefulness of the geometric mean:
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QUESTION:
W hat is the com pounded annual
growth rate (CAGR) of an invest
ment that earns 17% in the first year,
25% in the second year, and 60% in
the third year?

ANSWER:
We compute the geometric mean of
17%, 25%, and 60%. (Note: it is nec
essary to add a value of “1” to each
percentage. Then, we follow the for
mula: (1.17 x 1.25 x 1.60)1/3 = 1.3276.
Subtracting 1 from the cube root in
this case results in a CAGR of 32.76%
rounded.) The geometric mean can
be computed with a good business
calculator or with spreadsheet soft
ware. Using Excel, we obtain the
answer with the following formula:
“=(1.17*1.25*1.60)^(1/3).”
This is a very different concept
than the average annual growth rate
(AAGR), which requires computing
the arithm etic mean of the three
num bers; th at is, (17% + 25% +
60%)/3 = 34%.
There are a couple of points to
keep in mind about the geometric
mean:
• As with the arithmetic mean, the
order of the data observations
doesn’t matter; for example, the
CAGR would still be 32.76% if the
annual growth rates were 25% the
first year, 60% the second year,
and 17% the third year.
• The geometric mean is always less
than the arithmetic mean, unless
all of the data observations are
identical—in which case, the geo
metric mean will be equal to the
arithmetic mean.
Geometric means require positive
data observations to apply our for
mula using percentages. For exam
ple, if income grew at 9% the first
year, lost 6% the second year, and
gained 14% the third year, we cannot
use the formula: (1.09 x -1.06 x
1.14)1/3. However, we can compute
the geometric mean using the actual
results of the annual growth/loss
rates. In the example just given, if we
start with $1,000, income would have
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grown 9% to $1,090 the first year,
fallen 6% to $1024.60 the second
year, and increased 14% to $1,168.04
the third year. Hence, we first com
pute the overall p ercen t gain of
16.8% [that is, ($1,168.04-$1,000) ÷
$1000]. Then, we add “1” to this per
centage (that is, 1 + .168 = 1.168).
Finally, we compute the cube root—
since the gain in this case took place
over a three-year period: (1.168)1/3 =
1.05314. Subtracting “1” from the
result indicates a CAGR of 5.314%.
In business valuation, some valua
tion analysts also use the geometric
mean for determ ining risk prem i
ums in the income approach. The
geometric mean may be appropriate
for measuring risk premiums when
(a) the time period of the historical
or forecasted cash flows is long and
(b) the U.S. Treasury Bond is the
proxy for the risk-free rate. Studies
have shown that returns over longer
time periods tend to be serially cor
related, thereby making the geomet
ric mean a useful tool. It should be
noted here, however, that some valu
ation analysts consider the geometric
m ean backward looking and less
effective in forecasting returns based
on volatility.

THE HARMONIC MEAN
Another useful measure of central
tendency is the harmonic mean. The
harmonic mean is particularly useful
in the market approach of business
valuation. Some valuation analysts
use the harmonic mean to arrive at
equally weighted ratios having the
stock price or m arket value of
invested capital (MVIC) in the
num erator of the ratio. The har
monic mean removes the inherent
anomaly of the arithmetic mean that
weights the investm ent in each
guideline company in proportion to
its respective ratio.
To calculate the harmonic mean,
use the following steps:
1. Take the reciprocals of the data
values or observations.
2. Calculate the arithmetic mean of
these reciprocals.

E xpert

3. Calculate the reciprocal of the
arithmetic mean obtained.
Suppose, for example, for simplic
ity of calculations that we are consid
ering three guideline companies
with the following price/earnings
(P/E) multiples:
• Company A with a P /E multiple
of 2
• Company B with a P/E multiple
of 3
• Company C with a P/E multiple
of 4
Computing an arithmetic mean is
simple. All we have to do is add the
three P/E ratios and then divide the
result by three [that is, (2 + 3 + 4) ÷ 3
observations = 3]. Ascertaining the
median in this case is even easier: it’s
also 3.
Computing the harmonic mean,
however, requires the three steps we
described:
1. We take the reciprocals of the
P/E multiples:
Company A = ½ or 0.5000; Company B =
0.3333; Company C = ¼ or 0.2500.

or
⅓

2. We calculate the arithmetic mean
of these reciprocals:
Company A
Company B
Company C
Sum of A, B, and C
Arithmetic mean (Sum ÷ 3)

0.5000
0.3333
0.2500
1.0833
0.3611

3. Finally to compute the harmonic
mean, we take the reciprocal of the
arithmetic mean obtained in step 2:
Harmonic mean: 1 ÷ 0.3611 = 2.7693 or 2.77
rounded.
When applying certain m arket
multiples using the arithmetic mean,
the harmonic mean, or the median,
the valuation analyst must consider
the facts and circumstances of the
case and use professional judgment.
Means can be skewed dramatically by
outliers, whereas medians may have
less reliability as the size of a data set
decreases. X
James C.H. Feldman, CPA/ABV, is AICPA
M anager of Business Valuation Services
and Litigation Services.
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RECOGNIZING AND PROSECUTING
PONZI SCHEMES
State securities regulators identified the top 10 schemes investors are likely to run into in
2004. At the top of the list is the Ponzi scheme. Forensic accountants need to be able to
identify the elements of this scheme so that they can successfully investigate suspected
occurrences and help to ensure effectiveprosecution. Two leadingforensic accountants
analyze court cases that define such schemes and helppractitioners recognize their occurrence.
By Ron D urkin, MBA, CPA, CFE, and Tim H edley, Ph.D ., CPA, CFE
Almost daily any major newspaper
will feature an article related to a
fraud that the newspaper defines as a
Ponzi scheme. However, the Ponzi
label is often in accu rate. CPAs,
unlike newspapers, cannot get away
with using loose definitions. Why?
To investigate and assist in the suc
cessful p ro secu tio n of a Ponzi
scheme, it is incum bent upon the
CPA to identify positively and pre
cisely all the necessary elements of a
Ponzi scheme.

PONZI'S HISTORY
Ju st after W orld War I, C harles
Ponzi, an Italian immigrant, con
vinced investors that he had discov
ered a method of generating extra
ordinarily large profits from the
purchase and redemption of postal
reply coupons. His plan was simple
and convincing. In 1906 the Univer
sal Postal Union was authorized to
issue postal reply coupons that were
exchangeable in all countries for
one postage stamp. The intention
was to facilitate the paym ent of
return mail. For example, an individ
ual overseas could send a letter to his
brother in America and enclose a
postal reply coupon. His brother
could use the reply coupon to obtain
a stam p to send a reply to his
brother. As originally planned, the
value of the reply coupon would
rem ain constant across countries.
After the end of World War I, how
ever, the currencies of many coun
tries became devalued.
Ponzi explained to his prospective
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investors th at he could send his
cousin in Italy $1, who then could
exchange it into lira. His cousin
would then use the lira and buy
postal reply coupons that could be
sold in the United States for $3, pro
viding a retu rn on investm ent of
200%. Based upon this idea, Ponzi
offered investors a 50% return on
90-day notes. After purchasing only
$30 in postal reply coupons, Ponzi
quickly realized th at he had not
taken into account the logistical
expenses associated with this ven
ture. Namely, he had not considered
sufficiently the costs associated with
buying, redeeming, and transporting
the coupons. Also, new currency
conversion rates went into effect that
effectively eliminated some of the
profit potential. Nonetheless, Ponzi
discovered a way to separate people
from their money.
A lthough unable to operate a
legitimate business, Ponzi discovered
that he could appear successful by
using the money provided by later
investors to pay large returns to early
investors. In fact, to make this idea
m ore attractive and convincing,
Ponzi paid his early investors their
50% return in only 45 days. Eventu
ally, Ponzi’s “business” collapsed, but
not before he collected more than
$10 million from his investors.

PONZI SCHEME DEFINITIONS
Rulings from some well-known cases
associated with Ponzi schemes help
to identify the elem ents of such
schem es. From these rulings we

culled and explored some key termi
nology identifying the elem ents.
(See “Court Rulings Defining Ponzi
Schemes” on page 10.)

SIGNIFICANT ELEMENTS COMMON TO
PONZI SCHEMES
Based upon a reading of relevant
court cases as described in “Court
Rulings Defining Ponzi Schemes”
and a review of the professional liter
ature, the following are the signifi
cant elem ents com m on to Ponzi
schemes. The forensic accountant
should be aware of these elements as
being representative of the activities
usually present in a Ponzi scheme.
• Fraud designed to deceive investors.
The very premise of a Ponzi busi
ness is to deceive investors as to
the real purpose of the enterprise.
Specifically, investors are deceived
by the promoter’s claims of con
ducting a legitimate, profitable
business, when, in fact, the only
“business” conducted is the collec
tion and distribution of investor
funds. These business “opportuni
ties” typically appear too good to
be true and are limited only by the
promoter’s creativity.
• Primary goal is enrichment of the pro
moter. To make a Ponzi scheme
work requires that the promoter
provide to early investors a return
on their investments. These early
returns are made to promote the
investment opportunity for the
purpose of enticing o th er
investors into the scheme. Most
funds, however, are diverted to
the promoter. Interestingly, the
promoter’s wealthy lifestyle, which
is supported by the diversion of
investor funds, also acts as an
enticement for potential investors.
• No legitimate business activity is con
ducted. As stated above, the only
business conducted by a Ponzi
promoter is the collection and dis
tribution of investor funds. As
long as investors can be deceived
into thinking that their investment
returns are based on profits of a
legitimate enterprise, there is no

Spring 2 0 0 4

need to actually conduct any legit
imate business. In fact, the costs
associated with conducting a cycle
of business activity would only
reduce the funds available for dis
tribution and diversion. Remem
ber, Ponzi collected millions while
only making a $30 investment in
postal reply coupons.
• No new wealth is created. Legitimate
businesses create new wealth
through the manufacture, sale, or
distribution of a product or ser
vice. Specifically, this new wealth is
the difference between expenses
associated with the manufacture,
sale, or distribution of a product
or service and the revenue gener
ated. Since a Ponzi schem e
involves nothing more than the
cycling and diversion of investor
funds, no revenue and associated
profit can be generated. Every dol
lar diverted to the prom oter or
paid to another investor comes
from another investor.
• The entity is insolvent from inception
and becomes more insolvent each day.
To remain solvent an entity must
be able to m eet its legal debts.
When considering solvency there
are three possible tests: A Ponzi
scheme will be insolvent from
inception and fail all three sol
vency tests.
1.Balance sheet test (liabilities
exceed assets).
2. Capital test (contributed capi
tal is non-existent or unreason
ably small).
3.Cash Flow Test (inability to pay
debts when they are due).
Since no new wealth is created
and money is continually being
diverted, used to fund operations,
or paid back to earlier investors,
insolvency continually increases.
• Early investors can only be repaid by
later investor contributions. In a
Ponzi scheme the only source of
funds available to repay investors
is the contributed capital of later
investors. Again, this is a condi
tion of the underlying scheme:
No legitimate business exists, no
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new wealth is created, the only
assets of the e n te rp rise are
investor funds, and the promoter
diverts the majority of funds for
his own benefit.

OTHER TYPICAL PONZI ELEMENTS
Relevant court cases and profes
sional literature also reveal the fol
lowing typical Ponzi elements.
• Above market interest rate guaranteed.
Ponzi guaranteed a 50% return
on invested funds every 90 days
and actually repaid investors in 45
days. At that time, market return
rates were 3% to 4%. The guaran
tee of large returns is used to
appeal to investors’ greed, entic
ing them to invest. Ponzi promot
ers prey upon people who are
greedy, have a get-rich-quick men
tality, and desire not to miss “the
big opportunity.”
• Focus on recruiting new investors.
The viability of a Ponzi scheme
depends upon the flow of investor
funds into the enterprise. The
promoter will do a few things to
keep the money coming into the
scheme. First, the promoter will
typically make returns to early
investors to give the appearance
of a validated business model and,
importantly, transform the early
investors into salesman who will
recruit new investors. These trans
form ed investors are known as
“songbirds” since they sing the
praises of the scheme. Second,
early investors are encouraged to
reinvest their profits. This benefits
the pro m o ter in two ways: An
actual payment out to the investor
may not be necessary, and the
reinvestment further validates the
business model. Finally, investors
are encouraged to recruit friends,
family, and co-workers.
• Funds may be co-mingled, recycled, or
diverted through a variety of accounts.
Funds may be co-mingled in a sev
eral accounts to disguise the fact
that no real profits are being gen
erated and to conceal the fact
that funds are being diverted.
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O ften funds will be recycled
th ro u g h related parties, shell
companies, or offshore accounts
only to be redeposited into the
business disguised as revenue or
loans. This activity is also designed
to delay detection of the fraud
scheme and create impediments
to tracing funds.
• No assets or minimal assets remain
after detection. Over time, a Ponzi
scheme will self-destruct when the
inflow of new investor funds is not
sufficient to support the returns to
earlier investors and the diversion
of funds to the promoter. When
these schemes collapse and
become debtors in bankruptcy, the
bankruptcy trustee collects assets to
pay investors who lost money and
other creditors. It is not unusual
that the largest assets to the estate
are claims the estate has against
early investors who received
returns on their investments.

INVESTIGATING AND PROSECUTING A
PONZI SCHEME
In its simplest terms the successful
investigation and prosecution of a
Ponzi scheme will be based upon its
common elements:
• The business activity is churning
investor funds.
• Investor funds are not used for the
stated purposes (some are returned
to earlier investors and most are
diverted to the promoters).
• There is no legitimate business
activity (no profit is generated
through business operations).
Basic investigative techniques
should include the following:
• Review of subscription and securi
ties offerings
• Analysis of investor contributions
to determine if they represent the
principal source and use of capital
• Cash flow analysis to determine
whether later investors funds were
used for earlier investor repay
ments and whether the total of
investor contributions exceeded
the total disbursed for legitimate
business operations

9
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Court Rulings Defining
Ponzi Schemes
CASE ONE
United Energy Corp.— Bankruptcy Case (9th Circuit,
1991)

RULING
A Ponzi schem e is a fraudulent
arrangement in which an entity makes
payments to investors from monies
obtainedfrom later investors rather than
from the profits of the underlying busi
ness venture. The fraud consists of
funneling proceeds received from
new investors to previous investors
in the guise of profits from the alleged
business venture, thereby cultivating
an illusion that a legitimate profitmaking business opportunity exists
and inducing further investment.

KEY TERMS
fraudulent arrangement

The court established that a Ponzi
scheme is a fraudulent arrange
ment. Its activities are designed to
deceive investors, which typically
means a misrepresentation by the
scheme promoters. By definition,
fraudulent arrangements consist of
a concealment or nondisclosure of
a material fact, or at least mislead
ing conduct, devices or con
trivances. Ponzi schemes are not
legitimate business operations, but
rather are contrivances to enrich
the promoter to the detriment of
the victimized investors.
makes payments to investors from monies obtained
from later investors

Logically, the court then elaborates
that there is no real business opera
tion supporting the scheme. In
other words, the only business con
ducted in a Ponzi scheme is the col
lection of investm ent funds for
diversion to the prom oter with
some available for return to earlier
investors.

10
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rather than from the profits o f the undedying business

KEY TERMS

venture

fraudulent enterprise

Since there is no real product or
service p ro d u ce d in a Ponzi
scheme, the promoter emphasizes
the need for investors to recruit
new investors, and encourages
investors to “roll over” or reinvest
their interest and principal invest
ments.

The 10th Circuit Court of Appeals
also defined a Ponzi as a fraudu
lent enterprise. Essentially, it is a
scam operating under the veil of a
legitim ate business engagem ent
established to swindle money from
unsuspecting investors for the ben
efit of the promoter of the scheme.

guise o f profits from the alleged business venture

funds from more recent investors provide the only
source to pay interest

The funds returned to investors are
not financed through the success
of the underlying business venture
since there is no business activity,
but rather are taken from principal
sums of newly attracted investors.

CASE TWO
M&L Business Machines Company — Bankruptcy
Case (10th Circuit Court o f Appeals)

RULING
This scheme is a fraudulent enterprise
in which funds from more recent
investors provide the only source to pay
interest to prior investors or to pro
vide the re tu rn of prin cip al
prom ised to p rio r investors.
Extremely high interest rates are
paid to early investors and there
may be a return of principal. All
payments come from funds pro
vided by m ore recent investors.
The court noted that in the origi
nal Ponzi scheme perpetrated by
Charles Ponzi, no source of profit
existed because Ponzi actually made
no investments of any kind, and all
of the money he had at any time
was the result of the loans made by
investors.
The Court went on to state that
from a careful exam ination of
Ponzi’s books and records, accoun
tants established that he had never
engaged in a regular business, that no
source of profit existed and that he
was insolvent from the inception of
his venture.

Investors are not financed through
the success of the underlying busi
ness venture, but are taken from
principal sums of newly attracted
investments. Investors’ funds are pri
marily intended to add to the pro
moter’s personal wealth, with some
left for distribution to previous
investors for the purpose of main
taining an appearance of a success
ful, ongoing enterprise to attract
new investors to the scheme.
E xtrem ely high in te re st rates are p a id to early
investors

To entice investors, the promoter
usually offers an exorbitant return
well above current m arket rates.
Investors are prom ised large
returns for their investments. Initial
investors are paid the prom ised
returns, which attract additional
investors. With promises to get rich
quick, many investors fall into the
trap of the Ponzi scheme.
no source o f profit existed and never engaged in a
regular business

No source of p ro fit existed in
Charles Ponzi’s scheme because no
legitimate business was conducted.
Ponzi never realized any profits by
dealing in postal reply coupons,
and in effect was merely paying
early investors from the funds sup
plied by later investors. In a panic,
investors demanded return of their
money, leading to the collapse of
the company, which Ponzi had
formed as a front for his scheme.
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Insolvent

If Ponzi had actually invested the
money in the Postal Reply Coupons
as he had told investors he would,
profits would have been miniscule.
The transaction costs associated
with purchasing, transporting, and
red eem in g the coupons would
exceed any profits attainable. Ponzi
was insolvent from inception since
he diverted funds to his own use.
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the result of loans by his dupes.. .Ponzi
was insolvent from inception and
became more insolvent daily.

KEY TERMS
Ponzi made no investment o f any kind

RULING

With capital of $150, Charles Ponzi
began the business of borrowing
money on his promissory notes. He
spun the story that he was buying
international postal reply coupons
and redeeming them in the U.S. at
significant profit. This story and
human greed enticed many people
to invest in his scheme. However,
Ponzi did not purchase any postal
reply coupons.

Ponzi made no investment of any
kind...All the money he had was solely

All the money he had was solely the result o f loans by

CASE THREE
Cunningham, Trustee o f Ponzi— Bankruptcy Case
(US Supreme Court, 1924)

• Analysis of business operations to
determine if they are capable of
generating income sufficient to
assure promised investor returns.
• An insolvency analysis
• A background investigation of the
promoter and the business
• Appropriate interviews

DEFENSE OF THE INDEFENSIBLE
It is difficult to establish that a busi
ness is a Ponzi scheme. Defenses
against the allegation that the pro
moter is operating a Ponzi scheme
typically include the following.
• The operator failed because of bad
business judgment or poor man
agement. The defense will also
claim that there was insufficient
capital to meet operating needs,
poor economic and environmen
tal conditions, and superior com
petition. These factors caused the
business failure. The operator will
not admit he or she planned a
Ponzi scheme from inception.
• Many businesses fail every year, so
a business’s failure does not make
it a Ponzi scheme. This approach
will be used to support an asser
tion that the business’s failure or
eventual bankruptcy is due not to
fraudulent behavior but to the
underlying economic conditions

•

•

•

•

and there is not something neces
sarily sinister about this operation.
One of the conditions for proving
the existence of a Ponzi scheme is
the absence of legitimate business
operations. As such, an obvious
defense will be providing evi
dence that the business is operat
ing normally.
The presum ption of insolvency
will also be a defense target. In
this situation the defense will
atte m p t to prove solvency by
demonstrating that the business
paid its bills as they matured, that
there was sufficient capital or rev
enue generating capacity, and
that the assets exceed the liabili
ties at any point in time. Natu
rally, proving insolvency from
inception will be particularly diffi
cult considering the defenses to
the three insolvency methods dis
cussed above.
The use of shell companies, off
shore entities, and the like may
make it difficult to prove diver
sion for the benefit of the pro
moter. Fraud is a concealed crime
and the promoter will make it as
difficult as possible to prove that
he or she diverted or misappro
priated investor funds.
Finally, the defense may be able
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his dupes

With a written promise to pay the
investors $150 within 90 days for
every $100 loaned, Charles Ponzi
induced thousands to lend him
money. He stimulated avarice in
o th ers by paying his initial
investor’s 90-day notes in full at the
end of 45 days at 100% of the loan.
Insolvent

Within eight months, Ponzi took in
$9,582,000 for which he issued
notes. He paid his agents a commis
sion of 10%, with 50% retu rn s
prom ised to lenders; every loan
paid in full with the profit would
cost him 60%. He was always insol
vent and it continued to worsen.
to dem o n strate th a t some
investors were paid from funds
not derived from new investors.
Since cash is fungible and may
have entered the bank accounts
as recycled funds, loaned funds,
or receivables, it is often difficult
to positively identify the source of
funds. The defense will use this
fact to its advantage.
If a CPA is to investigate and assist
in the successful prosecution of a
Ponzi, it will be incum bent upon
him or her to identify positively the
necessary elem ents of a Ponzi
scheme. As can be seen from the dis
cussion above, it is not difficult to
identify the common elements of a
Ponzi scheme. It is, however, very dif
ficult to establish that an enterprise
meets all the conditions necessary to
be identified as a Ponzi scheme.
Since there is no “Ponzi” scheme
statute, these types of cases are nor
mally prosecuted federally by using
the mail fraud or wire fraud statutes.
(Title 18 U.S. Code Sections 1341
and 1343). X

Ron Durkin, MBA, CPA, CFE and Tim Hed
ley, Ph.D., CPA, CFE, are both Partners,
KPMG Forensic Services, Los Angeles.
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FYI
ETHICS COMMITTEE DEFERS
REQUIREMENT TO
DOCUMENT — NONATTEST
SERVICES
In order to provide members with
additional time to update their firm
policies and procedures and further
educate firm personnel, the AICPA’s
Professional Ethics Executive Com
mittee has deferred until December
31, 2004 the effective date of the new
requirement to document in writing
the understanding established with
the client in accordance with Gen
eral Requirement No. 3 under Inter
pretation 101-3 — Nonattest Services.
General Requirement No. 3 also con
tains a requirement to establish an
understanding with the client regard

ing all nonattest services, which is not
new and remains in effect. The docu
mentation requirement will apply to
all nonattest services (for example,
bookkeeping, tax, consulting, inter
nal audit services, etc.) performed
for an attest client after December
31, 2004, (that is, nonattest engage
ments in process at or commencing
after December 31, 2004). All other
requirements of Interpretation 101-3
remain effective December 31, 2003
subject to the transition provisions as
provided for in the Interpretation.
Interpretation 101-3 can be found at
www.aicpa.org/members/div/ethics/ruling.htm.

WIN AGAIN IN LAS VEGAS!
Once again, the American Associa
tion of M atrim onial Lawyers
(AAML) and the AICPA are collabo
rating to present the National Con
ference on Divorce May 13-14, 2004
at the V enetian R esort H otel &
Casino in Las Vegas.

This exceptional program covers
cutting-edge financial issues regard
ing family law, highlighting topics
from the perspective of both the
CPA and the attorney. The confer
ence objective is to provide forwardlooking continuing education to
family lawyers and CPAs who provide
business valuation, tax and related
services to the family bar, and to fos
ter camaraderie among lawyers and
accountants who practice in this
area. You’ll learn what questions to
ask, how to present issues to judges
and mediators, and how to respond
to questions they may ask.
The CPE credit recommended is
16 for the main conference and 3.5
for optional sessions.

SAVE $200
AICPA m em bers who register by
April 13, 2004 can save $200 by tak
ing advantage of the Early Bird Dis
count. For more information, call 1888-777-7077 or visit www.cpa2biz.com.
Harborside Financial Center
201 Plaza Three
Jersey City, NJ 07311-3881
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